More or less equal?

Is economic inequality around the world gettmg better or'worse?

RITICS of capitalism’ are convinced
that the gap between rich and poor is
widening across the world. For them, the
claim amounts almost to an article of faith:
worsening inequality is a sure sign of the
moral - bankruptcy of  “the 'system”.
Whetherrisinginequality should in factbe
seen as condemning capitalism in this way
is a question worth addressing in its'own
right. There are reasons to doubt it. But it
would also be interesting to know the an-
swer to the narrow factual question. Is the
familiar claim that  capitalism. makes
global inequality worse actually true?
Unfortunately, this apparently straight-
forward question turns out to be harder to
answer than one might suppose. There are
three broad areas of difficulty. The first is
measuring what people, especially the
poorest people in developing countries,
consume. The second is valuing consump-
tion in a way that allows useful compari-
sons to be made across countries and over
time. And the third, in effect, is settling on
an . appropriate basis of comparison.
Which matters more, for : instance:
whether ‘inequality is widening among
nations, or whether inequality is widen-
ing among all the people of the world, re-
gardless of which country they happen to
live in? Judglng any claim about global in-
equality is impossible without a clear un-

- derstanding of how the researchers con-

cerned have dealt with all three questions.
The third deserves to be emphasised at
the outset. A thought-experimerit reveals
how easy itis to get muddled. Supposeiitis
true thatinequality measured across coun-
tries is widening. (In other words, the gap
between average incomes in the richest
countries and :average :incomes in the
poorest countries, measured without re-
gard to changes in population, is growing.)
Also suppose that inequality is worsening
within every individual country. Given

~ that cross-country inequality is widening,

and that within-country inequality is get-
ting worse as well, it would have to follow
that global inequality, measured across all
the world’s individuals, is rising too,

would it not? Actually, no. Even if those’
first two assumptions were true, global in--

equality measured across all the world’s
individuals might well be falling.

How so? Simply add a third assump-
tion: namely, that a group of poor coun-
tries accounting for a big share of all the
poor people in the world was growing
very rapidly. Suppose, for instance, that
average incomes in India and China were
growing much faster than average in-
comes in the rich industrial economies.

Then it could be true that inequality was

widening within every country, including

within China and India themselves; and
also that the gap between the very poorest
countries (of sub-Saharan Africa) and the
richest (Europe and the United States) was
widening; and yet, at the same time, that
inequality méasured across all the individ-
uals in the world was falling fast, because
average incomesin the two most populous
poor countries were rapidly going up.

" It so happens that average incomes in
India and China are going up extremely
rapidly. Without knowing anything else,
one should therefore be sceptical about all
the claims that are so confidently made
about nslng “global 1nequallty”

P00r v1s1b111ty

Attentive readers of The Economist will re-
member seeing before the panel of charts
shown over the page. (They first appeared
in a presentation given at the beginning of
2003 by Stanley Fischer, former deputy
chief of the International Monetary Fund,
to the Ameérican Economic Association.
We wrote about them in our issue of Au-
gust 23rd last year.) We make no apologies
for showing them to readers again: at a

stroke, they cut through much of the statis-
" tical fog surrounding this subject.

In both charts, the horizontal axis .
shows the average level of GDP perheadin
1980, and the vertical axis shows the rate
of growth in inflation-adjusted GDP per
head between 1980 and 2000. For the mo-

ment, concentrate on chart 1, which shows

each country as a single point.
If it were true, on average, thatincomes
in poor countries grew faster between

1980 and 2000 than incomes in rich coun-

tries, then the points in chart1 would tend
to lie on a downward-sloping line. In that
case, one would say that the poor coun- »



I An alternative view
~ Growth in GDP per head

» tries were on average catching up—and
that global inequality measured across
countries was trending downwards. In

* fact, as the first chart shows, poor countries
are not on average catching up. A line of
best fit drawn through the points actually
slopes upwards, implying that the poor are
falling behind, and that cross-country in-
equality is gettingworse. ...

But now look at chart 2. This plots the
same countries as circles with areas drawn
in proportion to population. India and
China stand out, both by virtue of their
vast populations and also because their
growth record in the 1980s and 1990s was
so much better than the poor-country av-
erage. A population-weighted line-of best
fit drawn through this second chart would

indeed slope downwards, implying both

catch-up and narrowing inequality. ~ -

In short, once you take account of the
fact that China and India have performed
so well since 1980, and especially :since
1990, together with the fact that these two
countries account for such a big'share of all
the world’s poor, it is difficult to stay as
pessimistic about global trends in poverty
and inequality as the critics of global cap-
italism wish to be. In effect, these critics
must blind themselves to the extra in-
formation in the second chart.

. Unfortunately, however, Mr Fischer’s
admirable diagrams say nothing about
poverty as such: they contain no informa-
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tion about how many of China’s people,

or America’s or any other country’s, are
poor. And they say nothing about whether
growth in any particular country is good
for poor people living there (of course,
growth raises incomes on average by defi-
nition). To look more carefully at these

‘questions one must peer through a cloud

of statistical and econometric chaff.

Measuring matters

Much of the frequently acrimonious de-
bate among economists about global pov-
erty and inequality turns out to revolve
around a single technical issue: is it better
tomeasure consumption (and hence living

“standards) using data drawn from national

accounts or data drawn from household
surveys? The two sources ought to marry
up. In fact they differ systematically, and
by a wide margin. Worse, growth in con-
sumption, not merely levels of consump-
tion, -differs persistently ~according - to
which source is used. National-accounts
data tend nearly always to give a much
more optimistic view of trends in poverty
than do household-survey data: ;
Accordingly, in-a recent review of the
literature* by Angus Deaton of Princeton

~ University (Mr Deaton is perhaps the only

economist at work in this area who'is ac-

knowledged by all sides both as authorita- .
tive-and as having no ideological axe to

grind) two sets of studies are contrasted.
The first -draws mainly on- national-ac-
counts data, the second on household sur-
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veys. Their results are at odds.

Work by Surjit Bhalla, by Xavier Sala-i-
Martin, and by Francis Bourguignon and
Christian Morrisson shows rapid—indeed
historically unprecedented—falls in pov-
erty during the 1980s and 1990s, the new
golden age of global capitalism. According
to these papers, the proportion of the
world’s people living on less than a dollar
a 'day (inflation ‘adjusted) has fallen so
quickly that the decline has been enough
to offset rising population in the develop-
ing countries. In other words, the number
of people in poverty has been falling not

‘only as a share of the world’s population

but also, remarkably, in absolute terms.

Mr Sala-i-Martin’s calculations, for in-
stance, show that the proportion of the
world’s people living in acute poverty (on
less-than a dollar a day) fell from 17% in
1970 t0 7% in 1998; the proportion living on
less than $2 a day fell from 41% to 19%. The'
absolute headcount of global $1-a-day
poverty fell, according to the same esti-
mates, by 200m (see chart 3); and the count
of ‘$2-a-day poverty fell by 350m.- Mr
Bhalla, who finds the sharpest drop in pov-
erty of these authors, wryly states that in
2000 'when the United Nations (UN) an-
nournced. its Millennium - Development
Goal on poverty—to bring the number of
people living on less than a dollar a day in
2015 down to half the level in 1990—the
goal had already been achieved.

But this is not at all the picture that

‘emerges from thé second, and far more
+ ‘{widely cited, set of estimates. Calculations
by the World Bank, using direct surveys of

households, cairy the official imprimatur
of the UN, which uses them in monitoring
progress towards its Millennium Develop-
ment Goal on poverty. And they seem to
show relatively little reduction in poverty
overrecent decades. o ,

A paper by Shaohua Chen and Martin »

* “Measuring poverty in a growing world (or

‘measuring growth in a poor world)”, revised February -
2004, by Angus Deaton. May be downloaded from
http://www.wws.princeton.edu/deaton/working.htm




» ‘Ravallion of the Bank lays out the thinking
ibehind the Bank’s estimates. The authors
‘put the proportion of people hvmg on less
than a dollar a day at 28% in 1987—far

‘ hlgher than the correspondmg figure ac-
‘cording to Mr Sala-i-Martin’s work. By
f1998, the proportion in poverty had in fact
ifallen (something which you might not
‘guess if you listened only to those who de-
plore the wickedness of global capitalism),

‘but only to 24%. Compare that with Mr - -

‘Sala-i-Martin’s estimate of just 7%.

That discrepancy draws attention to
the danger of focusing too much on the
dollar-a-day threshold. That is a crowded
part of the global income distribution. For
this reason alone, switching from one data
source to another, or moving the official
poverty line from one level to another, is
aptto have alarge effect on the figures. This

underlines the importance of not regard-

‘ing any of these numbers as holy writ.
! Still, the question remains, why are the
‘differences so big? Several factors are at
:work. The World Bank attempts to mea-
'sure “consumption poverty”, as opposed
‘to “income poverty”. To the extent that
ipoor people manage to save, their con-
sumptlon will be less than their income,
;:and so there will be more poor people on
ithe Bank’s definition. Also, the Bank ex-
ipresses its poverty ratios as proportions of
‘population in the developing countries;
“Mr Sala-i-Martin, for instance, uses global
‘population; the effect is to make Mr Sala-i-
{Martin’s estimates, other things equal,
‘smaller than the Bank’s. Country samples
‘also vary from study to study. And on top
‘of all this comes the effect of basing esti-
‘mates on national accounts rather than on
household surveys.
: It is revealing to consider why, accord-
‘ing to the Chen-Ravallion study, poverty
+fell relatively slowly on their household-
3survey measure. It was not because of an
iincrease in within-country inequality—in
‘other words, brisk growth in average con-
sumption was not being hogged by the
better off. It was because growth in aver-
{age consumption was slower than what
’growth in national incomes, as measured
‘in the national accounts, would lead you
‘to expect. Growth in consumption per
‘head across the countries in the Chen-Ra-
“vallion sample was less than 1% a year be-
tween 1987 and 1998, according to the
-household surveys. Growth in consump-
:tion per head according to the national ac-

b ‘counts was more than3%a year.

Mr Deaton notes that a plethora of new
idata has so far failed to resolve this issue
“because the new sources are mutually
‘contradictory”. Summing up, he states: “If
tthe surveys are wrong, and the national ac-
icounts right, either inequality has been
widening in ways that our data do not ap-
pear to show, or poverty has been falling
more rapidly than shown by the dollar-a-
.day counts. If the surveys are right, there

Poor advice

has been less growth in the world in the
1990s than we are used to thinking.”

It would be a mistake to presume that
either source of data is better in principle.
Surveys are famously prone to error be-
cause of bad or fluctuating design, discrep-
ancies in samples and poor execution. But
national accounts have drawbacks as well,
especially in poor countries. For instance,
they fail to capture some sorts of non-mar-
ket income and consumption. This makes
them prone to understate the consump-
tion of the poor, but also to overstate the
growth of consumption of the poor as in-
comes rise and as more activities fall with-
in the scope of market transactions.

Take your pick

Still, most of the discrepancy between the
survey estimates and the national-ac-
counts estimates—with the surveys persis-
tently pessimistic on trends in poverty—is
probably due to the fact that as people get
better off, they are less likely to respond
(accurately, or at all) to surveys. As a result,
as countries get richer, the ratio of “survey
consumption” to “national-accounts con-
sumption” is usually found to fall. Consis-
tent with this, the ratio of the two mea-

sures is highest in the poorest countries. -, .-

Mr Deaton argues that both sources
ought to be used, though combining them
properly raises a host of difficult technical
issues. Meanwhile, the truth about global
poverty and inequality presumably lies
somewhere between the extremes sug-
gested by the two methodologies.

One can at least conclude that the offi-
cial World Bank data, used by the un and
other agencies, are too pessimistic: pov-
erty has mostlikely fallen faster than these
widely cited figures suggest, and possibly
fast enough to reduce the global head-

count of those living on less than a dollar a
day, even as population rises. More accu-
rate answers will require more work to be
done. In the meantime, however, the offi-
cial position on global poverty ought to
- start,at a minimum, to acknowledge the
- uncertainty surroundlng the figures and,
further, to concede that the truth is likely to
be better than the official figures say.

Beside the point? . ’
But what of the fear that global capitalism
is making progress at the expense of the
_ poor? The true figures would probably be
quite reassuring on this—but even if the
more pessimistic official figures were cor-
rect, it would be worth questioning the
conclusions that the anti-globalists draw
from them. If poverty was proving as tena-,
ciousin the face of growth as the Bank’s es-
timates say, would it make sense to blame
global capitalism for that? ,
Hard]y On any estimate, poverty is at
“itsmostimperviousin sub-Saharan Africa;
Look again at charts 1 and 2. The countries
of sub-Saharan Africa are represented by
the white circles. These are not just the
poorest countries in the world, but also the
slowest-growing. Can it be plausibly
claimed that these countries are the vic-
tims of globalisation? That would be an
odd conclusion, given that sub-Saharan
Africa’s economies are so comparatively
isolated from the rest of the world econ-
omy-by force of history, circumstance
and, to a large extent, the policies of their
own and other governments. Sub-Saharan
Africa plainly suffers not from globalisa-
tion, but from lack of it. The focus of atten-
tion should be on how to extend the bene-
fits of international economic linkages to
the region. Removing every rich-country
barrier to trade with these countries
would be an excellent place to start.

By contrast, India and China are show-
ing how great the benefits of international
economic integration can be. Neither
country is an exemplar of free-market cap-
italism—far from it. But it is undeniable
that both countries have consciously cho-
sen to seize the opportunities afforded by
the global economy, through both trade
and foreign investment. As incomes surge,
while the living standards of the poorest
improve more modestly, if at all, inequal-
ity “within both countries may well be ris-

- ing. The gaps between urban and rural in-
comes, especially, have widened lately.

This may prove a temporary phenome-
non. But suppose otherwise; suppose the
problem persists. Would any such worsen-
ing of inequality entitle one to conclude
that India and China had taken a wrong
turn these past 20 years? Of course not.
Look at Africa to understand that there are
worse things than inequality. m
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Papers referred to in this article are listed
onhttp://www.economist.com/inequalitypapers



